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Demand & Supply Shocks and China’s External
Economic Imbalance: A Simulation Analysis Based
on DSGE Model with Two Countries

LLIU Yao-cheng',XU Xiao-ping®

(1. School of Finance» Shanghai University of Finance and Economics» Shanghai
200433 ,China ;2. Center for Financing of Small Enterprises s Shanghai University of
Finance and Economics, Shanghai 200433, China)

Abstract: To study the external economic imbalance in China, the paper
constructs a dynamic stochastic general equilibrium (DSGE) model with two
countries and then simulates the different effects of supply shocks represen-
ted by technological shocks and demand shocks represented by monetary
shocks on a country’s external economic imbalance under different elasticity
of substitution in consumption. It finds that the foreign assets and exchange
rate deviate from its “steady state” when these two shocks occur, and it
takes about 10 to 15 years for the country to reach its new equilibrium level.
This gives a sound explanation of the current external economic imbalance in
China. The paper finally puts forward some policy recommendations accord-
ing to the study.

Key words: demand &. supply shocks; elasticity of substitution in con-
sumption; external economic imbalance; DSGE model
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